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Stock liquidity is a measure of trading convenience reflecting the trading cost and
thus plays an important role in the determination of expected returns. In this paper, I
use two kinds of measure to proxy liquidity: one is the illiquidity measure based on
price impact of trading volume and the other is turn over rate.
The paper uses monthly stock market data of Shanghai and Shenzhen exchanges
from Januray, 1999 to December, 2009. In the empirical part, stocks are sorted based
on liquidity level, size and book-to-market(BM) ratio respectively. The existence of
liquidity premium is confirmed by checking the portfolios returns.
Taken liquidity level as stock characteristic, this paper then performs Fama-
MacBeth type procedure to study the effect of liquidity on stock expected returns. The
result suggests that illiquidity level is positively correlated with stock expected returns
even after controlling for other stock characteristics such as size, BM and momentum
factors. Using returns adjusted by Fama-French(1993) risk factors as the explained
variable,the paper finds that liquidity premium persists and there exists intermediate-
term momentum effect.
This paper then constructs two return based mimicking liquidity factors and in-
corporates them in the pricing model along with Fama-French(1993) risk factors. The
conclusions are as follows: liquidity factors are independent of market risk factor, SMB
and HML factors. Moreover, liquidity factors correlate with SMB and HML, so they
can explain part of the size and BM effects.
The last part studies whether market-wide illiquidity is a state variable affecting
stock returns and checks if it is priced. Here market liquidity risk is measured as the
innovation of market liquidity level. The result suggests that liquidity risk is systematic
and the risk premium is positive.
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